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WISCONSIN LEGISLATIVE AUDIT BUREAU : _
AUDIT SUMMARY ' Report 93-18

iy 193

PATIENTS COMPENSATION FUND

Physicians and other health care providers in Wisconsin are required by statute to purchase medical
malpractice insurance from either private insurers or a public risk-sharing plan. The Patients
Compensation Fund provides additional medical malpractice insurance in-excess of primary coverage
levels. . The Fund is managed by a Board of: Govem{)rs and admamsiered by-the Office of the
Comm:ssaoner of Insurance. : ; o

Mest hea}th care pfoviders in-Wisconsin are required to participate in the Patients Compensation Fund,
which is funded primarily through the fees they are assessed. In fiscal year (FY) 1991-92, fees totaled
$42.4 million and investment ¢amings were $18.3 million. Fees are set annually by the Board based
on providers’ specialties. In FY 1992-93, they ranged from $716 for nurse anesthetists to $16,044 for
physicians specializing in obstetric or neurological surgery.

Steps Should Be Taken to Reduce the Fund Deficit

One of the most significant concems facing the Fund is an accounting deficit, which reflects the
approximate amount that would not be available to pay estimated claims if the Fund were 10 cease
operations and ceﬁect no additional fees. - After declining. from $122. 7 million at the end of

FY 1987-88 to $71.7 million as of June 30, 1991, the Fund’s accounting deficit reversed direction and
increased to $79 milkion at the end of FY 1991-92. It is likely to continue increasing in the future.

Although the Fund’s cash and investment balance was over $197 million as of June 30, 1992, its
ability to maintain large investment balances in the long term becomes uncertain as claim payments -
increase. The Fund paid almost $44 million in claims and related expenses in FY 1991-92, and it is
expected to pay almost $49 million during FY 1992-93. Previously, the largest total paid in one year
was $26 million. Further, the Fund paid individual settlements of §7.6 million, $8.5 million, and

$18 million within the last two years, compared to a previous high of $4.8 million in a single
seitlement.

We project the Fund could experience cash flow problems within the next 15 to 20 years if current
claim trends continue and annual fees do not increase. Although potential cash flow problems appear
to be a long-term concern, they will be difficult to address unless additional steps are taken to control
the accounting deficit. Further, if national health care and medical malpractice reform efforts reduce
or eliminate the need for the Fund, its ability 1o pay existing liabilities could become a more
immediate concem.

-over-

For More Information Contact the Legislative Audit Burean
131 W, Wilson Street * Suite 402 * Madison, Wisconsin 53703 * (608)266-25818



Annuity Purchases Present Potential Conflicts of Interest

When claim settlements require a series of payments over the ciazmam s lifetime, annuities are
purchascd on the Fund’s behalf either dlrecﬂy from an armmty company or wnh the services of an
-annuity broker. “The Fund’s'claims contractor, who is responsible for purchasing annuities‘on behalf
of the Fund, used its internal brokerage depariment to purchase $12.6 million, or 83 percent, of claim
settlement annuities otaling $15.2 million during the audit period. Further, the last seven annuities
purchased through the contractor’s br{)kerage depanmem whlch Eotaied 5’? 9 million, were purchased

_ from the same annuity company. -

The contractor’s ﬁles mdzcate that its brokerage department obtained three ‘quotations for the annuity
purchases and that'the selected annuity company offered the lowest price. However, there may bea
perception that-commissions the contractor receives from the annuity company, which'range between
3 and 4 percentof the annmty price;’ pmv:de an incentive for the contractor-te act inits own, rather
than the Fund’s, best interest. - Therefore; we recommend ‘the clazrns contmctor be proh;bxted from
receiving commassaens for annulues purch&sed for 1he Fund R : o

edoRE

For More Information Contact the Legislative Audit Bureau
131 W. Wilson Street * Suite 402 * Madison, Wisconsin 53703 * (6038)266-2818
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LEGISLATIVE AUDIT BUREAU

The Bureau is a nonpartisan legislative service agency responsible for conducting financial and program
evaluation audits of ‘state agencies. The Bureau’s purpose is 10 provide assurance o the Legislature that
financial transactions and management decisions are made effectively, efficiently, and in ‘compliance with
state Jaw, and that state agencies carry out the policies of the Legislature and the Governor. Audit Bureau
reporis typically contain reviews of financial transactions, analyses of ‘agency performance or public policy
issues, conclusions regarding the causes of problems found; and recommendations for improvement.

Reporis are submitted to the Joint Legislative Audit Committee and made available 10 other committees of
the Legislature and to the public. The Audit Commiliee may arrange public hearings on the issues identified
in the report, and may introduce Jegislation in response to the audit recommendations. However, the
findings, conclusions, and recommendations in the report are those of the Legislative Audit Bureau. For
more information, contact the Bureau at 131 W. Wilson Street, Suite 402, Madison, WI 53703,

(608) 266-2818.

State Auditor - Dale Cattanach

Editor of Publications - Jeanne Thieme
Audit Prepared by

Diann Allsen, Director - Contact Person
Laurel Challoner o
Gary Kunesh
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State of Wisconsin \ LEGISLATIVE AUDIT BUREAU

DALE CATTANAGH

STATE AUDITOR

SUHTE 402

13% WEST WILSON STREET
MADISON, WISGONSIN 53703
{608] 266-2818

FAX {G0B)} 267-0410

July 21, 1993

Senator Peggy A. Rosenzweig and

Representative Kimberly M. Plache, Co-chairpersons
Joint Legislarive Audit Commitiee

State Capitol

Madison, W1 53702

Dear Senator Rosenzweig and Representative Plache_:

As required by s. 13.54, Wis, Stats., we have completed a financial audit of the Patients Compensation
Fund, which provides medical malpractice insurance coverage im excess of statulory minimums o
Wisconsin’s health care providers, The Fund is governed by a Board and administered by the Office of the
Commissioner of Insurance. We were able to provide an unqualified auditor’s report on the Fund's financiat
statemnents for the fiscal vears ending June 30, 1992, June 30, 1991, and June 30, 1990,

One of the most significant concerns facing the Fund is an accounting deficit, which reached $79 miilion as
of June 30, 1992. The Fund had a cash and investment balance of over $197 million at the end of fiscai
year 1991-92, which may take attention away from the accounting deficit. However, we project that if
current wends continue, within the nexi 15 1o 20 years the Fund could expenencs cash flow problems that
may be dlfficuh 10 address unless steps-‘are taken soon to increase’ revenues ot limit claim costs. - Farther, if
“national medical and malpractice reform. efforts eliminate the need for the Fund; cash flow concerns would
become more immediate. The Board has undertaken a study of aliernatives for addressing the deficit.

B L

In response to concerns raised in earlier audits, the Fund has taken several steps to improve its claim
operations, although we note that the Fund needs 1o continue steps 10 improve the accuracy and timeliness of
its claim information. Further, we believe there may be a polential conflict of mterest when the claims
contractor purchases claim settlement annuities through its intemal brokerage department, which received an
estimated $378,000 to $503,000 in commissions from anmuity companies for the purchase of annuities for
the Fund during our andit period.

We appreciate the courtesy and cooperation extended to us by the staff of the Office of the Commissioner of
Insurance and the contractors who help administer the Pagents Compensaton Fund program. The response
from the Commissioner of Insurance is the appendix.

Respectfully submitted,

L lar

State Auditor

DC/DA/ce
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SUMMARY

The Patients Compensation Fund was created for the purpose of paying that
portion of medical malpractice claims exceeding a specified amount as defined

in-Ch.-655, Wis.-Stais.- The Fund. is managed by a Board of Governors,

administered by the Qffice of the Commissioner of Insurance, and financed
through assessments on most health care providers and through eamings on
the Fund’s investments.

By statute, the Audit Bureau is required 1o conduct financial audits of the
Fund. This report covers fiscal years (FYs) 1991-92, 1990-91, and 1989-90.

. We issue an unqualified auditor’s.report on the financial statements’ fairness
. of presentation, although-we note that the amounts ultimately paid for claims
' may vary significandy from actuarially estimaied amounts included in the

financial statements because of the uncertainties inherent in making the
estimates,

Omne of the most significant concerns facing the Fund is an accounting deficit,
which reflects the approximate amount that would not be available to pay '
estimated claims if:the Fund were to cease operations and collect no

additional fees. . Although the deficit declined to $71.7 million at the end of
FY 1990-91 after reaching a high of $122.7 million in FY 1987-88, it again
reversed direction and increased to $79 million in FY 1991.92, and it is likely

fo continue increasing in the future unless additional steps are taken. .

Some arghe' the Fund’s financial picture is not as bleak as the acébﬁziiing '

deficit would suggest because the Fund had a cash and investment balance of
over $197 miilion as of June 30, 1592...However, the Fund’s continued ability

‘10 increase or-¢ven maintain investment balances in the long term becomes

upceriain. as anmual amounts paid out in-claims increase. The Fund paid
almost:$44 million in claims and related expenses in FY 1991-92 and is
expected 10 pay almost $49 million during FY 1992-93. Previously, the
largest amount of claims and related expenses paid in one year totaled

$26 million. Settlements of $7.6 million; $8.5 million, and $18 million within
the last two years, compared 1o a previous high of 54.8 million, increase the
likelthood of larger claim. payments in the future.

Although it is difficult to predict the Fund’s future cash flows because of the
inability 1o predict future claim settlerments, we project the Fund’s cash and
investment balance could begin declining within the next 10 years and the
Fund could experience cash flow problems within the next 15 to 20 years, if
current claim trends continue and the health care providers’ annual fees
remain at the FY 1993-94 fee level. Although potential cash flow problems
appear to be a long-term concern, they will be difficult to address in the future
unless additional steps are taken soon 1o control the accounting deficit.
Further, it is unclear what effect national health care and medical malpractice
reform efforts may have on the Fund. However, if the reform efforts




ehmmaie Lhe need ier lhe Fsmd the ablhty 1o pay ﬁze Fund § ex1sung
liabilities could become a more immediate concern.

Therefore, it is important that the Board of Governors and the Legislature
continue 10 monitor and assess the need for measures 10 address the deficit.
The Board is establishing a study group, which will consist of members of the
"Board and fund staff, to evaluate different alternatives for addressing the
deficit. The study group will be expected 10 report 10 the full Board by
“March 1994, at which time the Board will'consider what steps to pursue. We
~recommend the Board of Governors report the results of its study committee
.and the Board' s planned:steps ¢ address the deficit 1o the Joint Legisiative
Andit Commzrtee bv J une: 30 1994

The Fund’s defxcn emphas;zes the need for the Fund to effectively and
efficiently manage its claim operations. During our past audits, we identified
deficiencies in the Fund’s'claim operations that resulted in significant errors in

~ ' ithe accuracy of its claim information. . Fund staff have shown a commitment

© 10 improve the Fund’s operat:ons and ‘have taken several sieps in recent years
~toraddress the deﬁmencms although we note that the Fund needs to continue
1o unpxove the accuracy aﬂd umeimess of clazm information.

Further, we hava concerns wnh potentaal conflicts of interest when annuities
are purchased through the claims contractor’s internal brokerage department.
“The Fund’s claims contractor, which:is responsible for purchasing annuities on
behalf .of -the Fund: for claim settlements, used its internal brokerage
department to purchase $12:6 million,:or 83 percent, of the total $15.2 million
in-annuities purchased for:the Fund-during the audit period. The last seven
‘annuities purchased through the contractor’s brokerage department, which
'.iotaled $7.9 rmlhon, were purchased from the same annuity company

: The comrac::or § mes mdxca:e that its bmkerage deparimem obtameé three
quotations for' the ‘annuity purchases, as-required by the Fund’s written
procedures, and that-the selected annuity company offered the lowest price.
. However, the perception may be that commissions the Contractor receives

- from the annuity company, which range between 3 and 4 percent of the

S armmiy ‘purchase price; pr@vade an-incentive for the contractor 10 act, in it

: OWI; rat.her than’ the Fund’s, best: mterest_ ‘Further, the coacentraiwn of
_anmuities. in one annuity. provuier increases. the risk to the Fund if the annuity
-~ provider were to become insolvent.: A recent default on annuity payments
totaling $23,921 by one of the Fund’s annuity providers, which the Fund
subsequently paid, exemplifies the Fund’s risk. Therefore, we recommend the
Board of Governors prohibit the claims contractor from receiving
commissions from annuity providers for annuities purchased for the Patlents
Compensation Fund and amend its annuity guidelines to include specific
criteria for contracting with multiple annuity companies to further reduce the

risk of defaults.

ok




INTRODUCTION

Chapter 37, Laws of 1975, which was enacted in response to a crisis in the
cost and availability of medical malpractice insurance, created the Patients
Compensation Fund 1o provide medical malpractice insurance coverage in
excess of statutory primary liability limits. - Management of the Fund is vested
m a 13-member Board of Governors, which is‘chaired by the Commissioner
of Insurance. The Office of the Commissioner of Insurance provides staff for
overall administration and contracts with private firms for claims handling and
actuarial services.

By law, ihe Legislative Audit Bureau i3 responsible for performing a financial
audit of the Patients Compensation Fund at-least once every three years. As
necessary parts of the financial audit, we reviewed the Fund’s control
procedures; assessed the fair presentation of its financial statements for the
fiscal years (FYsy ending June 30, 1992, June 30, 1991, and June 30, 1990;
and reviewed its compliance with statutory provisions. We also reviewed the
status of the Fund’s accounting deficit, which totaled $79 million as of

June 30, 1992, and evaluated progress in improving the Fund’s claim
operations, which had significant deficiencies in previous audits.

Wisconsin health care providers are currently required to maintain primary
malpractice coverage of $400,000 for each incident, up to a total of $1 million
for a policy year, with a private insurer or the Wisconsin Health Care Liability
Insurance Plan, which is a public health care liability risk-sharing plan.
Malpractice insurance in excess of the required minimum is available through
the Fund, which has no limit on its liability for the claim.

Most health care providers permanently practicing or operating in Wisconsin
are required to participate in the Fund and pay annual fees, which are assessed
by the Board of Governors based on a provider’s specialty. The statules place
a limit on the overall level of fees the Board of Governors can assess in any
one year. For FY 1992.93, the annual fees for individual health care
providers who practice primarily in Wisconsin ranged between $716 for nurse
anesthetists to $16,044 for physicians specializing in obstetric or neurclogical
surgery. In addition, hospitals and nursing homes pay on a per bed basis of

. 3176 and $33, respectively, and parinerships and corporations providing

medical services pay a fee, which ranges between $100 and $2,500, based on
the nurnber of health care providers in the organization. The number of health
care providers participating in the Fund as of June 30, 1992 was 9,791, as
shown in Table 1.




Table 1

Heaith Care Providers Participating in the Fund
as of June 30, 1992

Provider Tvpe

- Physicians and Surgeons

Partmerships, Cooperatives, and Corpﬂranons :
Medical College Staff

Nurse Anesthetists -

Hospitals and Nursing Homes

Total

Number

7.216
1,519
589
310
157

9,791

FXF*
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INDEPENDENT AUDITOR’S REPORT |

We have audited the accompanying balance sheet—regulatory basis of the
State of Wisconsin Patients Compensation Fund as of June 30, 1992, 1991,
and 1990, and the related statement of income and changes in fund
deficit—regulatory basis and statement of cash flows—regulatory basis for the
years then ended. These financial siatements are the responsibility of the
Patients Compensation Fund’s management. Our responsibility is to express
an opinion on these financial statements, based on our audit.

We conducted our audit in accordance with generally accepted auditing
standards and Government Auditing Standards, issued by the Comptroller
General of the United States. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstaternent. An audit includes examining, on
a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

As described in Note 1, the financial statements present only the Patients
Compensation Fund and are not intended to present fairly the financial
position of the State of Wisconsin, and the resuits of its operations and
changes in financial position of its proprietary and trust fund types in
conformity with generaily accepted accounting principles.

As described in Note 2, the Patients Compensation Fund’s policy is to prepare
its financial statements in a format prescribed by the Board of Governors and
in accordance with the accounting principles prescribed or permitted by the
Commissioner of Insurance of the State of Wisconsin, which is a
comprehensive basis of accounting other than generally accepted accounting
principies.

In our opinion, the financial statements referred to above present fairly, in ail
material respects, the financial position of the Patients Compensation Fund as
of June 30, 1992, 1991, and 1990, and the results of its operations and Its
cash flows for the years then ended, on the basis of accounting described in
Note 2.

As discussed in Note 4 to the financial statements, the Patients Compensation
Fund’s projected ultimate loss lability is based on recommendations of a
consulting actuary, The ultimate loss Hability includes estimates for reported
losses and estimates for incurred but not reported losses based on the
projected ultimate losses. The management of the Patients Compensation
Fund believes that the estimated loss hability is reasonable and adequate to
cover the cost of claims incurred to date.




However, the ultimate losses incurred are difficult to estimate because of the.
_nature of unlimited excess liability coverage provided and the limited ™~
historical experience of the Patients Compensation Fund. Because of the
uncertaintes, the amournt that will ultimately be paid to settle these liabilities
may vary significantly from the estimated amounts included in the
accompanying balance sheet—regulatory basis.

Legislative Audit Bureau

June 4,1993 - by KQW m&ﬁ)

Diann Allsen
Audit Director




Office of the Commissioner of Insurance
Patients Compensation Fund
Balance Sheet--Regulatory Basis
June 30, 1992, June 30, 1991, and June 30, 1990

June 30. 1992

Admitted Assets |

Cash and cash equivalents (Note 3)

$ 44,153,307

ls‘westr:nem income receivabie 2,650,264
Asses_sment_s receivabie 587,850
Other receivables 10,489
Total receivables 3,248,603
Bonds {Note 3) 153,326,144
Office equipment 25,731
Totat adh'litted'assets $ 260,753,785
i Liabilities and Fund Deficit
Loss liabilities (Note 4)
Incurred but not reported losses $ 304,508,834
Reported losses 43,447,530
Loss adjustment expense m
Estimated unpaid loss liabilities 362,988,314
Amaunt representing interest {92,783,058)
Discounted loss liabilities 270,205,256
Future medical expenses 304,351
Total loss liabilities 270,509,607
Ofher liabilities
Assessments receivad in advance {Note 1) 8,549,354
Provider refunds : 532,080
General and administrative expenses 57,768
Patients Compensation Paneis 1,820
Vouchers Payabie 85,837

Total kabifities

Fund deficik

Total liabilities and fund deficit

279,736,466

(78,982,681)
$ 200,753,785

The accompanying notes are an integral part of this statement

June 30, 1991

$ 43,684,567

1,315,033
303,198
14,775

1,633,006

130,858,387
21,928

$ 176,197,888

$ 272,137,413
51,501,951

11,454,114

335,093,478

(88,589,682}

245,503,796
289,462

246,703,258

B32,926
115,993
74,250
14,988
48,059

247,877,474

(71,679,588)
$ 176,197,886

Statement 1

June 30, 1899

$ 143,685,621

3,009,249
139,623
36,738

. 3,185,610

0
-0

$ 146,871,231

$ 242,685,033
39,182,445

8,455,803

200,323,281

(74,564,361)

215,758,920 - -
316,433

216,075,353

4,316,264
16,361
54,395

6,850
o

220,469,223

(73,597,992)
$ 146,871,231




Office of the Commissioner of Insurance

_  Patients Compensation Fund
Statement of Income and Changes in Fund Deficit--Regulatory Basis

for the Years Ended June 30, 1992, 1991, and 1990

Assessments written {Note 1)

Less_;.z_r&derw'riténg oxpenses
Net losses paid
Intgrast on loss payments
l.oss adjustment expense paid
Medical expense paid .
Changé_ in fiability for incurred but not

réported losses

Change in liability for reported losses
Change in liabllity for loss adjustment expense
Change in amount representing interest
Change In liability for future medical expense

Total underwriting expenses
Net unci_e'rwziiing gain {foss)

investment income

Gain on sale of bonds

Assessment interest income
Administrative fee income

Other income

Less general and administrative expense

Fund deficit, beginning of year
Net income {loss)
Change in nonadmitted assets
Cther adjustments

Fund deficit, end of year

For Year Ended
June 30, 1982

$ 42350118

41,733,144
479,130
1,573,802
2,844

32,461,421
(8,054,421}
3,487,836
(4,193,376)

14,880

67,505,269

(25,155,151)

14,643,659
3,640,266
696,745
49,985
8,706

3 55258

$ (71,679,588)
(7,155,258)
(144,320}
(3.515)

$ (78982,681)

The accompanying notes are an integral part of this statement.

For Year £nded
June 30, 1991

$ 43,935,723

24,383,758
247,533
1,402,338
52,004

29,452 380

12,318,506
2,998,311

(14,025,321)

(26,971)
56,803,538

{12,866,815)

14,704,891
G

820,621
58,261
13,849

{660,796}
$ 2070111

$ (73,587,992}
2,079,111

{175,860}
24,153

$ (71,679,588}

Statermeant 2

For Year Ende

June 30, 1990

$ 43,161,220

23,945,574
0
1,213,574
27,726

26,512,881
5108806
453,437
(36,266,516)

' H1,143)
20,994,139

22,167,081

12,111,614
' 0
763,050
32,969
4,260
(403,145)

$ 34,675828

$ (108,256,349)
34,675,828
(17,472)

0

$ (73,597,992)

10



Office of the Commissioner of Insurance
‘Patients Compensation Fund
Statement of Cash Flows--Regulatory Basis
for the Years Ended Junie 30, 1992, 1991, and 1990

[ Cash Flows from Cperating Activitios

Cash received from:
Provider fund fees
Primary malpractice insurers
WHCLIP
Other operating activity

Cash payments for:
Losses
Interest on loss payments
Loss adiustment expense
Medical expense
General and administrative expense
Provider refunds '
Panel fees

Net g#s_h provided by operatihé activities

Statement 3

G AR -] Cash Flows from Capital and Fl_al.atad Finan&ing Activities |

Aquisition of capital assets

| Cash Flows from investing Activities

Purchase of investiments
Proceeds from sales of investmenis
Interest on investments

Net cash provided by investing activities

Net increase in cash and cash eguivalents
Cash and cash equivalents, beginning of year

For Year Ended For Year Ended For Year Ended
Juneg 30, 1992 Jung 30, 1991 June 30, 1990
$ 51,536,378 $ 41,005,283 $ 45,316,403
9,643,677 3,748,963 6,414,036
34,204 37,448 34317
1,866 13,091 4,260
(51,770,830) (28,132,721) - © (30,359,6009)
(479,130) (247,533) : 0
(1,644,831) {1,379,211) (1,213,574)
(2,844) (52,004) (27,726}
(974,645) (627,841} (443,179}
(354,214) (484,150) - (427,972)
G - {300,000} - SR
5,969,721 14,481,323 20,300,046
(8,760) (23,952) o
{86,707,538) (126,588,626} 0
71,945,923
9,249,394 12,130,201 11,812,586
(5,512,221) (114,458, 425) 11,812,686
468,740 {100,001,054) 32,112,732
43,684,567 143,685,621 111,572,889
§ 44,153,307 $ 43,684,567 $ 143,685,621

The accompanying notes are an integral part of this statement.

i1



: '(')ﬁpce of the éﬁiﬁfﬁissioner of Insurance

Patents Compensation Fund

Stz;l;ément of Cash Flows--Regulatory Basis
for the Years Ended June 30, 1992, 1991, and 1550

Reconciliation of Net Operating incoms (Loss) to Net
Cash and Cash Equivalents Provided by Operations

Net incc:m'e' {loss)
Less nonoperating income ..

Net operating income -~~~

For Year Ended
June 30, 1992

For Year £nded
June 30, 1891

Statement 3
{continued)

For Year Ended
June 3¢, 1990

Adjustmants fo Reconcile Net Operating Income (Loss)

to Net Cash Provided by Operations

Deprec;ation expense
Changes 1o assets and | 1ab|imes

Decrease {increase) in assessments receivable
Decrease (increase) in other.receivables
Decrease {zncrease) in nonadmmed assets
Increase {decraase) in loss liabilities

Encrease (decrease) m oiher hahalﬁses _

Total ad;us:menis SR

Net cash and cash equwaients provuded by
operating activities :

The accompanying notes are an integral part of this statement.

$  (7.155,258) $ 2,070,111 $ 34,675,829
(18,283,925) (14,704,891) (12.111,614)
(25,430,183) (12,634,780) 22564215 . -

9,646 5,106 0
(284,652) (163,575) (81,710} -

4,286 21,063 (30,927)
(159,368} (155,642) (17472)
23,716,349 30,717,905 (4192,735)

8,142,643 (3,309,654) 2,058,675
31,428,004 27,116,103 (2:264,169) .

$ 5,089,721 $ 14,481,323 $ 20,300,046

12



NOTES TO FINANCIAL STATEMENTS

1. Description of the Fund

The Patients Compensation Fund, which is part of the State of Wisconsin
. financial reporting entity, was created in 1975 for the purpose of paying
that portion of a medical maipracuce claim that is in excess of the legal
primary insurance Timit prescribed in s, 655.23(4), Wis. Stats., or the
naximum hablhty lirnit for which the health care provider is insured,
whichever limut 15 greater. Most health care providers permanently
. practicing or operating in the State of Wisconsin are required to pay
-__armual assessments, :

'Max}gger_ne_m_ o_f _Lhe Fund is vested with a 13-member Board of Governors,
which is chaired by the Commissioner of Insurance. The Board has
designated the Commissioner of Insurance as the administrator of the
Fund. Similarly, under 5. 655.27(2), Wis. Stats., the Commissioner shall
either provide staff services necessary for the operation of the Fund or,
with the approval-of the Board of Governors, contract for all or part of
these services. During FYs 1991-92, 1990-91, and 1989-90, the Board
contracted for the Fund’s actuarial and claim services.

2. Summary of Significant Accounting Policies

”I"he'signiﬁcant ac'coumi'ﬁg. péliéies followed by the Patients Compensation -
Fund are summarized as follows:

Basis of Presentation

The accempanymg ﬁnanmal stazements have been prepared in a format
prescribed by the Board of Governors in accordance with statutory
accounting principles for property and liability companies, which are
described in 5. 6553, 27(4)d), Wis. Stats., and s. Ins. 17.27(3), Wis. Adm.
Code, and vary in some respects from generally accepted accounting
principles. The most significant difference is that certain nonliquid assets,
such as receivables outstanding for a pericd greater than 90 days, most
office furniture and equipment, supplies inventory, and prepaid expenses,
are designated as nonadmitted assets and are excluded from the balance
sheet.. Changes in the nonadmitied asseis are applied to the fund deficit

Investment Valuation

Bonds are valued at cost and adjusted for amortization of premiums and
discounts using the effective interest method for zero-interest coupen
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bonds and the straight-line method, which approximates the effective.

interest method, for other bonds. Réalized ‘gains and losses on sales of
investments are recognized in net income on the specific identification
basis. Investments in the State Investment Fund are considered cash
equivalents and are carried at the cost of participating shares, which is
also the realizable value as of June 30. Interest income, gains, and losses
of the Investment Fund are allocated monthly.

Assessments

Assessments are billed and- recognized on a fiscal year basis, which is also
the policy year. The Fund records ‘advance assessments received for the

upcoming fiscal year as unearned assessments or deferred revenue. In

FYs 1990-91 and 1989-90, assessme:ms receivable were estimated based

“on pnor experience. “With the implementation of a new computer system,
‘assessments receivable were based-on actual provider accounts maintained

by the computer system in FY 1991-92. Beginning in FY 1991-92, the
new claim system also automatically credits the accounts of a provider
whose pnmary msuxam:e has. iapsed

Equipinent

Aithough most office furniture and equipment are considered nonadmitted l

_ assets and excluded from the balance sheet, certain computer equipment
may be capitalized inder régulatory accounting principles. Beginning in

FY 1690-91, the Fund began capitalizing allowable computer equipment
with a purchase price greater than $500. The computer equipment Is

'deprecaated under the straight-line method over the estimated useful life of
_ﬂw eqmpmem

Deposits and Investments

All cash is deposited with the State of Wisconsin Treasurer and is
invested by the State of Wisconsin Investment Board through the State
Investment Fund. 'Shares in the State Investment Fund are reported as
cash equivalents. All of the Patiems Compensation Fund’s investments
are managed by the State of Wisconsin Investment Board. The

‘Investment Board’s objectives are 1o invest moneys held in the Fund m

investments with mamrmes and hqu;dﬁy that are appropriate for the needs
of the Fund

TInvestments of the State Investment Fund consist of direct obligations of

the: United States government, securities guaranteed by banks, and other
investments approved by the trustees of the State of Wisconsin Invesument
Board. Bonds purchased for the Patients Compensation Fund consist of
U.S. Government obligations; corporate obligations; and public utilities
and financial institution obligations.

14



All depositsand investments of the State Investment Fund and bonds
required to be categorized by the Governmental Accounting Standards
Board Statement Number.3 meet the criteria for risk category 1. Cash
deposits in Tisk category 1 are insured or collateralized with securities held
by the State or by its agent in the Stae’s name. Investments and bonds in
risk category 1 are insured or registered or are held by the State or its
agent in the State’s name. The Patients Compensation Fund’s investments
at vear-end are shown as follows:

Sl Shares in
Bonds State Investment Fund
Carrying Value S
-FY 1991-92 $153,326,144 $ 44,363,000
FY 1990-91 130,858,387 43,661,000
FY 1989-90 w0 D 143,806,000
Market Value |
: -:EY-%-1991.—92 .8161:878,134 $ 44,363,000
FY 1990-91 .. . . _134,746,194 43,661,000

~FY 1989-90 ci s 00 143,806,000

Major categories of investment eamings are summmarized below:

- FY.1991-92 FY 199091 FY 1989-90

Bonds - CS11.827.591 $9.130,132 S 0

State Investment Fund 2,670,567 5,541,547 12,111,614
Securities lending 145,561 - 33,212 0
- Gain on sale of bonds . 3,640,266 v 2D D
Total - . - $18,283925 314704801  $12,1i1,614

. Loss Liabilities

Loss liabilities include individual case estimates for reported losses and
estimates for incurred but not reported losses based upon the projected
uftimate losses.  Individual case estimates of the Lability for reported
losses and net losses paid from inception of the Fund are deducted from
the projected ultimate loss liabilities to determine the liability for incurred
but not reported losses as follows:

15



June 30, 1992  Jupe 30, 1991 June 30, 1890

Projected ultimate

loss liability $549,336,068  3483,195925  $417.040,281
Less:

Net loss paid from

inception - (201,289,705)  (159,556,561) {135,172,803)

Liability for
reported losses (43447.529)  (SL,S01.951)  (39.182,445)

Liability for
incurred but not
reported losses $304,598,834 3272137413 $242,685,033

Loss liabilities also include a provision for the estimated future payment of
costs to settle claims. These ultimate loss adjustment expenses as of

June 30, 1992, June 30, 1991, and June 30, 1990 are estimated at 49, 3.5,
and 3.0 percent, respectively, of the projected ultimate loss liabilities. The
Joss adjustment expense paid from inception of the Fund are deducted
from the projected ultimate loss adjustment expense provision to determine
the liability for loss adjustment expense as follows:

Tupe 30,1992  Jupe 30, 1991 Jupe 30, 1990

Projected altimate
loss adjustment
expense liability $21,973.443  $16911,857  § 12,511,208

Less:
Net loss adjustment -
expense paid
from inception (7031499 {5,457,743) {4,055,403)

Liability for
loss adjustment :
expense 3 14,941,950 $ 11,454,114 5 8,455,803

In establishing the Fund’s Joss liabilities and lHabilities for loss adjustment
expense, the Board of Govemnors relies upon the recommendations of a
consulting actuary.

Inherent Uncertainty of Loss Liabilities

The uncertainties inherent in projecting the frequency and severity of
claims because of the Fund’s relatively short history, unlimited liability
coverage, and extended reporting and settlement periods make it likely that
the amounits ultimately paid will differ from the recorded estimated
Habilities. These differences cannot be quantified.
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The loss liabilities and liability for loss adjustment expenses are
commuaiiy reviewed as adjustments 1o these liabilities become necessary.
Such adjustments are reflecied in-current operations. During the fiscal
year ended June 30, 1992, the estimated labilities for years prior to

FY 1691-92 and which would have been outstanding at June 30, 1992
were decreased by approximately $5.2 million.

Discounted Loss Liabilities

Section Ins. 17.27(3), Wis. Adm. Code, requires the liability for reported
losses, liability for incurred but not reported losses, and liability for loss
adjustment expense be maintained on a present value basis with the
difference from full value being reported as a conira account o the loss
reserve liabilities. The loss reserve Habilities are discounted only to the
extent that they are matched by cash and invested assets. If all loss
liabilities. are discounted, the discounted loss liability would be as follows:

June-30, 1992  June 30, 1991 June 30, 1990

Estimated unpaid

loss liabilities | $348,046,364  $323,639,364  $781,867,478

Estimatéé unpaid loss

adjustrnent expense 14,941,950 11454114 8,455,803

Total-:esl.imat.éd o : S

ioss liabilities : 362,988,314 335,(_)93,478 200,323,281
- _Less -amount

‘representing inferest (119423, 155 (112256315  (97.838.945)

Discounted loss
labilides . . $243 565,159  $222.837,163  $192,484,336

The actuarially determined discount factor prior t0 FY 1989-90 was

6 percent. Statutory changes enacted on April 10, 1990, allow the Fund
1o invest in both short-term and long-term securities. In FY 1990-91, the
Fund transferred approximately $132 million from short-term investmenis
to long-term investments. As a result, the discount factor was increased to
8 percent in FY 1989-90 and to 8.7 percent in FY 1990-91. To reflect the
overall decline in investment earning rates, the discount factor was
returned to 8 percent in FY 1991-92,
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5. Future Medical Expense Liability

“Section 655.015, Wis. Stats., requires accounts to be established for furure

medical expense awards in excess of $25,000 that were entered inio or

rendered before June 14, 1986. Interest is allocated to the accounts
- quarterly based on the interest rate declared by the State of Wisconsin

Investment Board.

Medical Mediation Pane_l

'Sect_icn Ins: 17.2’?(3),-'Wis.’ Adm. Code, requires the fees collected for

administration of the Medical Mediation Panel to be included in the
Fund’s financial reports, but that they should not be regarded as assets or
liabilities or otherwise taken'into consideration in determining assessment

Tevels 10 pay c¢laims. The Fund collected $346,952 in fees i FY 1990-91.

The Panel did not require fees for FYs 1991-92 and 1989-50.

. Assessment Interest Income

Fund participants choosing a semi-annual or quarterly payment plan are

- assessed interest on the deferred assessment arnounts. Section Ins.

17.28 (7), Wis. Adm. Code, prescribes the interest rate 10 be assessed on
the deferred assessments as'the average annualized rate eamed by the fund
for:the first three ‘quariers of the preceding fiscal year as determined by

the State of Wisconsin Invesunent Board. Interest was assessed at the rate
of 8.261 percent for FY '1989-90; 8.938 percent for FY 1990-51; and
8.128 percent for FY 199192,

. Claim Annuities =~

The settlement of a claim may result in the purchase of an annuity. If the
anmuity company and the reassignment company default on annuity
payments, the Fund remains responsible for the payments under the
annuity arrangements. One of the Fund’s annuity providers defauited on
$23,921 in anbuity payments in FYs 1991-92 and 1992-93, which the

" Fund subsequently paid. It is unclear when the annuity provider will be

able to-make the remaining annuity payments scheduled to be paid in
FYs 1993-94 through 2015-16, which total an estimated $3 million, and
whether the Fund will be able 10 recover the annuity payments the Fand
made on the behalf of the annuity provider.

18



9.

10.

11.

12

Related Parties

The Fund’s claims contract administrator is responsible for purchasing the
claim annuities either direcidy from a provider of annuities or with the
assistance of an annuity broker. The contract administrator used its
internal brokerage department to purchase approximately 83 percent of the
$15.2 million in annuities for the Fund during FYs 1991-92, 1990-91, and
1989-90. The contract administrator does not directly charge the Fund for
the services of its internal brokerage department, but receives cormmissions
from the annuity providers ranging between 3 and 4 percent of the anmuity
price.

Contingent Liability

A medical ¢linic protested the amount of primary insurer contributions the
Fund collected from it for a claim. A trial court affirmed that the clinic
was entitled to the return ‘of these funds. The Fund is currently
negotiating with the clinic before proceeding with an appeal. Fund
officials estimate a potential ‘exposure of approximately $1 million to the
Fund. '

Subsequent Events
Two large settlements were paid subsequent io June 30, 1992, including a

settlement of $7.6 million paid in November 1992 and a settlement of
$18 million paid in May 1993.

Audit Adjustments

The unaudited financial staternents preseméd in the Commissioner of
Insurance’s annual reports 1o the Governor and Legislature have been
adjusted for audit findings.

EkE*

i9






REPORT ON THE INTERNAL CONTROL STRUCTURE IN ACCORDANCE
WITH GOVERNMENT AUDITING STANDARDS

‘We have audited the balance sheet—regulatory basis as of June 30, 1992,
1991, and 1990, and the related statément of income and changes in fund
deficit—regulatory-basis and: statement .of cash flows—regulatory basis of the
State of Wisconsin Patients Compensation Fund for the vears then ended and
- -have: Issued our rep{)ri thereon dated 3une 4, 1993,

We conduct,ed our audn n accordance wﬁh generally accepted auditing
-standards and Govemmenz Auditing Standards, issued by the C:}mp[roiier
General of the United States. | Those standards require that we plan and
perfonn the audz{ to obtam reasonable assurance about whether the
reguiamry-based ﬁnancaai staiements are free of material misstaternent.

'In pIanning and perforrmng our- audit of the regulamry—based financial
~statements of ‘the Patients.Compensation Fund for the years ended

June 30, 1992,:1991; and 1990, we considered the Fund’s internal control
“structure In order to-determine ‘our auditing procedures for the purpose of
expressing our opinion on the regulatory-based financial statements, and not to
BE provide assurance on'the mternai controi Strocture.

: The management of the: Panems Compensauon Fund is responsible for
establishing and maintaining: an internal control structure. In fulfilling this
' 'responsﬂ)ﬁzty, estimates and judgments by management are requued 10 ‘assess
" the ‘expected benefits and telated costs of infernal conirol structure policies
and procedures. The objectives of an internal control structure are to provide
- management with reascnable, but not absolute, assurance that assets are
‘safeguarded ‘against loss from unatithorized use or disposition and that.
ftransactions are executed in acccrdaﬂce ‘with management’s authorization and
recorded properly 1o penmz the preparation of the regulatory-based financial
statements:in accordance _*walh a format prescribed by the Board of Govemors
and-in’ accordance with the accounting principles prescribed or permitted by
the Commissioner of Insurance of the State of Wisconsin. Because of the
inherent limitations in any internal control structare, errors or irregularities
may nevertheless occur and not be detected.  Also, projection of any
evaluation of the structure to future periods is subject 1o the risk that
procedures may become inadequate becanse of changes in conditions or that
the effectiveness of the design and operauon of policies and procedures may
detenora{e

For the purpose of this report, we have classified the significant mternal
control structore policies and procedures for administering the Patients
Compensation Fund in the following categories: financial reports, claims,
assessments, investments, and general and administrative expenses.




. For all of the internal .control structure categories lisied above, we obtained an

understanémg of the des:gn of relevani policies and procedures and whemer
they have been placed in' Operation, and we assessed control risk. -

We noted certain matiers involving the internal control structure and its
operation that we consider to be reportable conditions under standards
established by the American Institute of Cerntified Public Accountants.
Reportable conditions involve matters coming to our attention relating to
significant deficiencies in the design or operation of the internal control

- structure that, in our judgment, could adversely affect the entity’s ability 1o

record, process, summarize, and report financial data consistent with the
agsertions of management in me regu atory-based financial statements.

Our understandmg of 1he mtemai coxatroi structure indicated that the Fund
needs 10 continue steps to improve the accuracy and timeliness of its claim
information-and that-the Fund needs to improve procedures over iis claim

-annuities.  These control deficiencies and. concerns are discussed mn the report

secmm mled "Managemem of. Claun Operaﬂons

: A matenal weakness isa reportable condmon in which the design or operation

of one or more of the specific internal control structure elements does not

-reduce‘to a relatively low level the risk that errors or irregularities in amounts

that would be material in relation to the regulatary-based financial statements
being. audited may occur and not be detected within a timely period by

employes in the normal course of performing their assigned functions.

Our consideration of the internal control structure would not necessarily
disclose all matters in the internal control structure that might be reportable

-conditions and,-accordingly, would not necessarily disclose all reportable
- ..conditions. that are also considered 10 be material weaknesses as defined
- above. However, we believe none of the repertabie condmons described
above are matenai weaknesses:

We also m)ted o:her matters mvoiving the internal control structure and its

operation that we have reported to the management of the Fund in a separate

memorandum datad Izmuary 6, 1993

This repor{ 1§ mtended for the mformauon of management, the Board of

Governors’ Audit Committee, .and the Wisconsin Legislature’s Joint Audit

Committee. However, this report is a matter of public record and its
distribution is not limited.

LEGISLATIVE AUDIT BUREAU

Ltrs> U 0lass)

Diann Allsen
Audit Director

June 4, 1993 by
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COMPLIANCE REPORT BASED ON AN AUDIT OF FINANCIAL
STATEMENTS PERFORMED IN ACCORDANCE WITH GOVERNMENT
AUDITING STANDARDS

We have audited the balance sheet—regulatory basis as of June 30, 1992,
1991, and 1990, and the related statement of income and changes in fund
deficit—regulatory basis and statement of cash flows—regulatory basis of the
State of Wisconsin Patients Compensation Fund for the years then ended and
have issued our report thereon dated June 4, 1993,

We conducted our audxts in accordance wuh generally accepted auditing
standards and Govemmem Audztmg Standards, issued by the Compuﬂller
General ‘of the ‘United ' States. “Those standards require that we plan and
perform the audit to obtain reasonabie assurance about whether the regulatory-
based financial statements are free of material misstatement,

Compliance with laws, regulations, and contracts applicable (o the Patients
Compensation Fund is the responsibility of the management of the Patents
Compensation Fund. As part of obtaining reasonable assurance about whether
the regulatory-based financial statements are free of material misstatement, we
performed tests of the Patients Compensation Fund’s compliance with certain
provisions of laws, regulations, and contracts. However, the objective of our
audit of the regulatory-based financial statements was not 1o provide an
oplmon on overall comphance mth such provxswns Accordmgiy, we donot
“express stich an-opinion.: St ._

The results of our tests indicate that with respect to the items tested, the
Patents Compensation Fund complied, in all material respects, with the
provisions referred 1o in the pr_e_:c_ediiig paragraph. - ‘With respect to items not
tested, nothing came: to our attention that caused us 10 believe that the Patients
Compensation Fund had not complied, in all material respects, with those
provisions. '

This report is mtended for the information of management, the Board of
Governors’ Audit Committee, and the Wisconsin Legislature’s Joint Audit
Committee. However, this report is matter of public record and its
distribution is not limited.

LEGISLATIVE AUDIT BUREAU

Diann Allsen
Audit Director

June 4, 1993 by
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A

FUND DEFICIT

The Fund had an
accounting deficit of
~$79 million on

June 30, 1992.

Investment earnings:
help reduce the amount
of provider assessments
needed to pay claims.

Since at least FY 1980-81, the first year the Legislative Audit Bureau audited
the Fund, 1t has reported an accounting deficit that reflects the difference
between the estimated claim liabilities and the cash and investments currently
available to pay them. Claim liabilities are based on estimates of what the
Fund may peed to pay for malpractice incidents that have already occurred,
although they may not yet be reported. H the Fund were 10 cease operations
and collect no additional provider assessmemnts, which are its primary revenue
source, the accounting deficit represents the approiimate amount that would
not be available to pay estimated claims for which the Fund has already
provided coverage.

The Board of Governors relies on a consulting actuary to project the Fund’s
claim habilities and to suggest the anpual fees physicians and other health
care providers should be assessed for coverage. Because a medical
malpractice claim may be filed years after an incident and there is no limit on
what the Fund may be required 1© pay, the actuary reviews and revises
previous estimates annually, based on additional experience and information.

The Fund’s accounting deficit, which is largely based on the actuanial
estimates, grew to a high of $122.7 millicn in FY 1987-88, as shown in
Figure }. This upward trend reversed in FY 1988-89, when the deficit
decreased to $108.3 million. The deficit continued to decline to $71.7 million
at the end of FY 1990-91, but then began another increase in FY 1991-92.
The deficit was $79 million on June 30,-1992, and is expected to reach at
least 380 million by the end of 1993.

Some argue that the Fund’s financial picture is not as bleak as the accounting
deficit figure represents, since the Fund has always had sufficient cash to pay
claims and other operating expenses and its cash and investments have grown
to over $197 million as of June 30, 1992. However, because investment
earnings help to reduce the provider assessments that fund claim payments,
maintaining a large investment balance is imporiant. This was recognized in
1989 Act 187, which allowed the Fund to make long-term investments. The
significant decrease in the deficit in FY 1989-90 largely resulted from a
change in the actuary’s investment assumption for the expected higher returns
from long-term invesuments.
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In the past, the Fund has generally received more in premium income. than it
paid out in claims and, as a Tesult, the investment balance grew significantly.
As shown in Figure 2, investient income, which reached $18.3 million in

FY 1991-92, represents a larger portion of total income in recent years.
However, the Fund’s continued ability to-increase or even maintain investment
balances in the long term is uncertain, as annual amounts paid out in claims
increase.
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Figure 3 shows that although the amount paid out in claims and expenses 10
settle claims fluctuates on an:annual basis, the general trend has been upward.
The Fund paid almost 344 million in claims and related expenses in

FY 1991-92, an'increase of 68 percent from the previous year. Fund staff
project the Fund will pay almost $49 million in claims and related expenses

" during FY 1992-93:" Previously, the largest amount of claims and related

expenses ‘paid in one year totaled $26 million. Further, the actuary projects
the Fund will need 10 pay an average of $38 million in claims and related
expenses over the next five years for incidents that have already occurred. In
addition, the Fund will need to pay claims for incidents occurring during the
next five years, which are not yet included m the actuary’s projection.
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Figure 3

Paid Claims and Claim Expenses
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E————— W cannot predict when the Fund will have cash flow problems because

The Fund paid its future ¢laim settlements, which are based on negotiations or litigation that
largest individual may result in different settlement amounts for similar claims, cannot easily be
claim, $18 million, in projected.. Further, the effect of recent large settlements on future claims is
May 1993. unknown: the Fund paid a claim of almost $8.5 million in July 1991, a clam
of $7.6 million in November 1992, and a claim of $18 million in May 1993.
Prior-io these three cases, the Jargest claim payment from the Fund was

$4.8 million. Nevertheless, it appears likely that claim costs will continue to
increase.
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The Fund could
experience cash flow
problems within 15 to
20 yearsif current
trends contmue

The def’ cit is hkely to
mcrease, even wzih a '
10 percent increase in
fees during FY 1993.94. _

= If the general rendin c}zums and related expenses continues o move upward
~-and the health care providers” annual fées remain at the FY 1993-94 Jevel, we

pmgect the Fund’s cash’ and investment balance could begin declining within

' ~'the next 10 years, tésulting in'a cash flow problem within the next-15.10.20
“years.’ Alihough potential cash flow . problems appear 10 be.a }ong—term '

concern, they will be-difficult-to"address unless additional steps are taken now
to control the accountsng defzcu zhrough increased assessments or decreases in

- fumre cimm expenses

As shown - Table 2, ihe Bﬂard of Govemoxs increased assessments in the
- past'in‘an attempt (o stabilize the deficit.: “However, the Board of Governors’®

future ability 10 increase assessments in order to eliminate, or even stabilize,
the accountmg deficit may be limited by concerns about health care providers’

- “ability to-afford increases in annual assessments, which ranged between 5716
- and $16,044 during FY. 1992-93; depending on health care providers’

specialties. ~Inresponse to concerns about the magnitude of earlier rate

. increases, the Leg:slature es;abhshed statutory {imits on the level ef the
i Fund s annuai assessments as; part af 1985 Act 340

. Most recemiy, the Assembiy Commmee on Insurance Secarmes and

Corporate Policy did'not approve the: Board’s proposed overall 16.8 percent
increase in assessments to be effective July 1, 1993, which was the actuarially
projected fee level necessary 1o Timit further growth in the deficit during

FY 1993-94: Instead, the Assembly committee recommended a 10 percent
increase infees. "The Board will implement the recommended 10 percent
increase to ensure timely collection of FY 1993-94 fees, but in a resofution
adopted on July 2, 1993, the Board expressed its objection to a fee increase
less than 16.8 percent and projected the deﬁcn wﬂi increase by $4. 5 rmihon
wnh ihe 10 percem mcrease :

TabIe 2

Annua] Assessment Changes

‘Effective ‘Percentage

Date Change
July 1, 1983 42,29
July 1, 1984 1.5
July 1, 1985 90.0
July 1, 1986 : 4.2
July 1, 1987 8.0
July 1, 198% 10.6
July 1, 1989 11.0
July 1, 1990 0.0
July 1, 1991 4.7}
July'1, 1592 4.0
Jaly 1,1993 10.0
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The Legislature
considered
reestablishing a limit
on noneconomic
damages.

FEOT O VS
The Fund is

coordinating risk -
management activities

to help prevent claims.

Some have argued that further reduction of the Fund’s accounting deficit

.depends on decreasing future claim expenses, cither by increasing the

threshold at which the Fund becomes liable or by establishing maximum claim
awards the Fund will pay. -During the 1993-94 legislative session, several
bills were introduced to-reinstate statutory limits on noneconomic darnages a
medical malpractice settlement may award for pain and suffenng, _
embarrassment, mental distress, and loss of society and companionship. The
statutes required a limit on noneconomic damage awards of $1 million
beginning in June 1986, to be adjusted annually to refiect changes in the
consumer price index until sunset of the provision in December 31, 1990. No
statatory noneconomic damages limit has.been m place since then.

While limitations on nonecononuc damages could help temper growth in the
Fund’s future claims costs, such limitations alone are not likely 10 control the
accounting deficit, since economic damages for future medical and care costs
and loss. of earnings capacity represent the largest portion of medical
malpractice awards.. As one means o Jimit the amount paid for economic
damages, fund officials are considering the feasibility of reestablishing
accounts that would pay future medical -expenses.” Until June 1986, statutes
required-award amounts in excess of $25,000 for future medical expenses to
be paid into the Patients Compensation Fund, which would pay the expenses
as they were incurred until either the award amount was exhausted or the
patient died. Such future medical expense accounts could. limit the amount of
claim costs the Fund pays for cases in which the ¢laimant dies before full
settlemnent is paid and for-cases in which zhe claim award exceeds necessary
medical expeuses :

In addition to steps that limit the amount the Fund pays on claims, efforts to
reduce occurrences of medical malpractice claims also will be important in
comzollmg claim costs. The Fund took initial steps in this area by’

establishing a Risk Management Steering Committee and contracting with a
health care risk management firm, beginning in 1991, to develop and
coordinate statewide strategies 10 help providers modify practices or behaviors
that may be associated with lawsuits, so that claims are prevented or are easier
1o defend.

Similarly, Senate Bill 44 includes a provision requiring the Depariment of
Health and Social Services to study the progress other states, the federal
government, and societies of medical specialists have made in establishing
health care practice protocols that, if adbered 10, would create a legal
presumption against liability for malpractice. Under the proposed language,
the Department is to report to the Legislature by July 1, 1994, on its findings
and recommendations regarding actions Wisconsin may want to consider in
establishing similar protocols.

The effect of current or proposed steps in addressing the Fund’s accounting
deficit is difficult to project. Further, national health care and medical
malpractice reform efforts may affect the Patients Compensation Fund and
Wisconsin's statutory medical malpractice provisions, although it is too early
to determine the exact effects. Under proposals currently being considered as
part of the national health-care reform plan, patients who believe they are
victims of malpractice would sue their insurance plans rather than the
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individual doctors. However, even if the national health care and medical
malpractice reform plans reduced or eliminated the need for the Fund, the
Fund’s current liabilities would remain and need to be paid.

Therefore, it is important that the Board and the Legislature continue to
monitor and assess the need for additional measures to address the deficit.
The Board of Governors is establishing a study group, which will consist of
members of the Board and staff of the Fund, to evaluate alternatives for
addressing the fund deficit. The smdy group is expected to report to the full
Board by March 1994, at which time the Board will consider what steps to
pursue. We recommend the Board of Governors report the results of its study
commitiee and the Board' s planned steps to address the deficit to the Joint
Legislative Audit Commintee by June 30, 1994

LE L 24
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MANAGEMENT OF CLAIM OPERATIONS

The Fund is taking -
steps ‘to improve the
accuracy and timeliness
of its claim
information.

Effective claim operations are necessary to ensure clairns are propeily
processed, accurate claim information is maintained, and the Fund’s liability
for claims is minimized. The Fund contracts with a private insurance
company to administer the Fund’s claim operations by investigating and
monitering individual malpractice claims, establishing the reserve balances for
expected claim payments, and mamntaining the claim systems. Fund staff
retain responsibility for monitoring the claim operations.

During our past audits, we identified significant weaknesses in the Fund’s
claim operations and errors in the accuracy of claim information. Fund staff
have shown a commitment-to improve the Fund’s operations and have taken
several steps in recent years 10 address the deficiencies. However, we note
that the Fund needs to:

« conlinue steps to improve the accuracy and timeliness of
claim information; and

»  improve its monitoring and reporting of annuity settlernents.

Accuracy and Timeliness of Claim Information

Accuracy and timeliness of claim information are important because the
Fand’s consulting actuary uses the information to project the Fund’s claim
expenses, which are included in financial reports and are considered by the
actuary in proposing assessment levels. In the past, significant errors and lack
of titneliness in claim information resulied primarily from inadequate
communication and coordination between fund staff and the claims contracior,
especially with respect to separate claim systems maintained by the claims
contractor and the Fund. In response to these concerns, the Fund:

= hired a subconiractor 10 design a single claim system {0 be
maintained by the claims contractor, which was implemented
in March 199Z;

+ reconciled financial information from the two previous
systems before it was entered on the new system;

« contracted with a public accounting firm to audit the
contractor’s clamm operations; and

+ established additional claim policies and procedures for the
contractor, such as a limit of 60 days during which a file can
remain open after receipt of final release papers.
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An annuity provider
defauited on $23,921 of
the Fund’s claim
settlement annuities.

These improvemers in claim operations have mcreased sxgmficamly the
accuracy and timeliness of claim information.  However, during our testing of
110 claims, we still found 6 cases in which dates on the computer system did
not agree with paper files, and 135 cases in which changes to the status of
claims were not reported in a timely manner by the claims contractor. In
response to our concerns, fund staff noted additional steps they wiil take to
continue improving the accuracy and timeliness of claim information. These
include further reconciliation of nonfinancial information {rom claim files to
the computer, and a claims contract that includes penalties for any

* noncompliance with requirements by the claims contractor.

Annuity Settlements

‘Periodically, claim settlements require a series of payments over the

claimant’s lifetime, rather than one lump-sum payment. The Fund’s claims
contractor purchases annuities on the Fund’s behalf, either directly from an

“annuity company -or with the services of ‘an annuity broker. The Fund paid 2
‘total of $15.2 million for anmuitics for the three-year period ended June 30,

1992, which represents approximately 17 percent of the claims paid during
that period. The projected payout for these annuities is over $131 million.

Section 655.27 (2), Wis, Stats., exempts the Fund from most stale
procurement rules and processes when contracting for services necessary for
the Fund’s operations and requires the Fund to promulgate rules 1o govern the
contracting process. The Board of Governors has mierpreted the statutory
exemption to include brokerage services for annuities. Although the Fund
may be exempt {rom state purchasing requirements, it is still important that it
take reasonable measures to find the best terms and prices for the annuibes,

such as obzammg muiupie quotauons frem aﬁnuny provxders

Funher it is unporiant that me Fund ensure the ﬁnancxa} soundness of the
company selling an annuity because the Fund remains ultimately responsible
for payment should the annuity company default. Such steps need to include:

» establishing criteria for the selection of annuity companies,
such as their financial Tatings;

»  contracting with multiple annuity companies 10 minimize
losses incase an annuity provider becomes insolvent; and

+  maintaining adequate records of the annuity settlements.

A default on $23.921 in annuity payments by one of the Fund’s annuity
providers during FYs 199192 and 1992-93 exemplifies the importance of
such steps. It is unclear when the annuity provider will be able 10 make
remaining annuity payments in the future and whether the Fund will be able
to recover the annuily payments the Fund made on the behalf of the annuity
provider.

The Fund established guidelines and criteria for the selection of annuity
companies in 1987, including requiremenis for obtaining at least two
quotations and criteria for eligible annuity companies. In response 10 the
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Annuity purchases may
raise conflict-of-interest
questions.

. defantted -payments,-the Fund updated its guidelines in 1992 to require higher

ratings from insurance and investment rating organizations and thereby

-increase assurances of the financial soundness of future annuities. Despite the

:mprovemems we have concems wnh
» .poiennai conﬂacts of interest when annuities are purchased
through the claims contractor’s imternal brokerage department;
+ the lack of records and procedures to momtor and report on
- the Fund’s potential habiluy exposure for the annuity
setdamenis AL
Potential Conflicts of Interest

The claims contractor used s ih{emai"brokerage department (0 purchase

. 8126 mlli]on, or 83-percent, of the lotal $15.2 million in annuities purchased .
.. forthe Fund during FYs1991-92, 1990«9} and 1989-90. The last seven
© annuities pm‘chased Lhrough the coniracwr s internal brokerage department,

which totaled $7.9 million, were purchased from the same annuity company.

We believe the predominate use of the claims coniractor’s internal brokerage
department and the recent concentration in one annuity company raise

potential conflict-of-interest concerns. The claims contractor’s documentation
indicates that its intemal brokerage department obtained quotations from three
annuity providers for each annuity purchase and that the selected annuity
companies offered the lowest price, However, the perception may be that
commissions the internal brokerage department receives from the annuity
provider. provide an incentive for the contractor. {0 4ct in its own, rather than

‘the: Fund’s, best interest. Akhough the contractor was unable 10 provide

records of the specific commissions received: for the ‘annuities; contractor staff
indicate that commissions generally range between 3 and 4 percent of the
anmuity purchase price; that would have amounted to between $378,000 and
$503,000 in commissions for the $12.6 million of annuities purchased through
the conzractor s internal brokerage depamnent

Siaff of the fund recogmzed these ‘concerns and in a coniract s:gned in

May 1993, included restrictions that the claims contractor cannot receive more
than 50 percent of total annuity brokerage fees for the three-year contract
pericd. However, we believe such restrictions do not eliminate potential
conflict-of-interest concems. Therefore, we recommend the Board of
Governors prohibit the claims contractor from receiving commissions from

annuiry providers for annuities purchased for the Patienis Compensation Fund
and amend its annuiry guidelines 1o include specific criteria for coniracting
with multiple annuity companies o further reduce the risk of defaults.




‘\flomtormg and Reportmg on Annuities

= Tominimize: the nsk {)f defaulted paymams on annuities it has already

purchased, the Fund also needs to better monitor and report on their status by
maintaining more comprehensive records on annuity setilements and

. periodically reviewing the financial strength and ratings of the annuity

companies. ~Further, accounting standards require that the Fund consider and
disclose in its financial reports any potential exposure for annuities if there is

a reasonable p0331b111ty the Fund may need to pay them because of defaulr.

2 Alihcugh the ciauns ecmractor maintaing annual annuity logs that include

some basic annuity information, such-as the amount of the annuity purchased,
the name of the annuity company, and the total projected payout, neither the
contractor nor fund staff maintains a comprehensive list of outstanding

-amounts to be paid by the annuity companies, or regularly analyzes the

annuities or the Fund’s potential exposwre for them. To better monitor its risk

for defaulted annuity payments and meet accounting requirements, we

| recommend the Patients Compensation Fund mainiain a comprehensive list of
annuity settlements, periodically monitor-ihe status of the annuity companies,
and. disclose zhe F und 3 exposure for auzsmndm,q ‘annuilies in its financial
Teports.

kK
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APPENDIX

State of Wisconsin / OFFICE OF THE COMMISSIONER OF INSURANGCE

&é‘;‘é‘],

_ Tonmy G. Ihompson 121 East Wilson Street

Governor PO, 8ox7
_ 0. 7873
. July 16, 1993 Madison, Wisconsin 53707.7873
Josephine W. Musser (608) 266-3585
Commissioner 1-800-347-3529 Hearing/Speech Impaired Only

DALE CATTANACH STATE AUDITOR
LEGISLATIVE AUDIT BUREAU

131 W WILSON ST

MADISON WI 53703

Re: Auéit'Report'oﬁ Patients Compensation Fund
Dear M:} Cattanach:

Thank you for giving us the opportunity to comment on the draft audit report
of the Patients Compensation Fund (Fund) for fiscal years 1991-%2, 1990-91,
and 1989-90. I appreciate your audit comments noting improvemeant and a
commitment by Fund staff to improve the claims operation. We will continue to
monitor the claims system for accuracy and timely reporting of claim
information. The audit comments concerning preohibiting the claims contractor
from receiving commissions from annuity business purchased on behalf of the
Fund and spreading annuity business across more annuity insurers to avoid
concentratlon in one carrler wzll be dlrected to - the Fund s Board of Goveraors
'{Board) fer 1ts actxan. -

I also share your concerns over the magnitude and growth in the Fund's
deficit. It would appear that some legislative action will be reguired to
assist the Fund’s Board in its attempts to retire the Fund deficit. Your
regort'acéurataly reflects the Fund Board's attempt to promulgate a fund fee
rule for fiscal year 1993-94 at the break-even funding level to stabilize the
deficit. As your report ‘also notes, through the legislative review précess,
the level of increase was reduced to a 10% increase which is projected to
increase the Fund's June 30, 1993, deficit of $80 million by $4.5 million over
the next 12 months. I also appreciate the inclusion in your report on the
steps that the Fund's Board is taking to control claims costs, including
implementation of a statewide risk management program and evaluating the
fiscal effect of various tort reform proposals.

In conclusion, we appreciate the thoroughness of your audit and hope that it
provides the impetus for future discussions concerning efforts to improve Fund
operations and retire the deficit.

Best regards,

/ Ll éﬁ%z’#ﬁ&-——’

Josep ine W. Musser
Commissioner of Insurance
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